BEFORE THE STATE TAX APPEAL BOARD

OF THE STATE OF MONTANA

JAMES & ANNETTE LOFLI N,
DOCKET NO.: |T-1998-3
Appel | ant,
- VS_

THE DEPARTMENT OF REVENUE
OF THE STATE OF MONTANA,

FACTUAL BACKGROUND,
CONCLUSI ONS OF LAW
ORDER and OPPORTUNI TY

Respondent . FOR JUDI CI AL REVI EW

The above-entitled appeal canme on regularly for
hearing on the 15th day of July, 1999, in the Cty of
Billings, Montana, pursuant to the order of the State Tax
Appeal Board of the State of Montana (the Board). The
notice of said hearing was duly given as required by |aw
setting the cause for hearing. The taxpayers, represented
by W Scott Geen, attorney, and Janes T. Loflin, presented
testinmony in support of the appeal. The Departnent of
Revenue (DOR), represented by M ke Adkins, tax counsel, and
Edw na Rose, tax program supervisor of the Incone Tax
Division, presented testinony in opposition thereto. At
this tinme and place, testinmony was presented, and exhibits
were received. The Board allowed the record to renmain open

for a period of tinme for the purpose of receiving post-



hearing subm ssions from the parties. Havi ng received the
post-hearing submssions in a tinely fashion, the Board
then took the cause under advisenent; and the Board having
fully considered the testinony, exhibits, post-hearing
subm ssions, and all things and matters presented to it for
its consideration by all parties in the Docket, and being
well and fully advised in the premses, concludes as
fol |l ows:

FACTUAL BACKGROUND

1. Due, proper and sufficient notice was given
of this matter, the hearing hereon, and of the tinme and
place of said hearing. All parties were afforded
opportunity to present evidence, oral and docunentary.

2. The issue under appeal is a refund clainmed on
an anmended Montana individual inconme tax return for taxable
year 1996 in the anmount of $5, 765.

TAXPAYERS CONTENTI ONS

M. Loflin testified that he becane a Montana
resident on January 6, 1994. Prior to that date, he was a
resident of Long Island, New York for two and one half
years. Prior to that, he was a resident of Lexington,
South Carolina for approximtely 14 years.

New York and South Carolina both have a state

i ncone tax. The issue in dispute rose out of an interest



that M. Loflin had in a limted partnership, Roney Plaza
Associ ates, Ltd. For tax year 1996, there was a $232, 764
gain on the disposition of assets of Roney Pl aza
(Taxpayer’s Exhi bi t 4, page 7 - Schedule K-1 -
Sharehol der’s Share of Income, Credits and Deductions,
etc.) This gain was realized as a result of the
partnership conveying that property to one of its creditors
in lieu of foreclosure. The property wasn't actually sold.
Rat her, it was conveyed to a creditor, the nortgage hol der.
M. Loflin acquired an ownership interest in
Roney Plaza, at a cost of $65,000, at the urging of his
stockbroker “in 1983 in regards to buying into this
partnership as a tax shelter (to offset personal incone, or
to defer taxes, in South Carolina and New York). I
purchased one half of a share.” (Janes Loflin testinony,
State Tax Appeal Board hearing, July 15, 1999). The
paynent of $65,000 was spread over a period of
approximately five years, starting in 1983. M. Loflin
stated that he has not received any return on this
i nvest nent . M. Loflin did receive “tax wite-offs on ny
South Carolina tax return and ny New York tax return in
1987. . .1 did get a little bit, | think around $6,788, in
Mont ana” (Janes Loflin testinony, State Tax Appeal Board

hearing, July 15, 1999) as a result of owning this



i nterest. He testified he did not receive any distribution
of cash or property upon the distribution of Roney Plaza in
1996. He characterized the $232,764 net gain referenced on
the 1996 Schedule K-1 as a *“phantom i ncone. It was a
recovery of the partnership’'s wite-offs and this was ny
portion of that wite-off over the years that we had the
partnership. And, of course, | never was able to use that
ki nd of deduction because | never had that kind of income
over the years. But, it was purely a phantom wite-off
after they had conveyed it over to the creditor. They had
to recapture their depreciation.” (James Loflin testinony,
State Tax Appeal Board hearing, July 15, 1999). Only
deductions taken in South Carolina and New York would
offset the reporting of this “phantom incone” to Montana.
Regarding the |osses, “They represented ny initial
i nvestnments. My losses that | never recaptured, to the
tune of about $65,000 and | never saw that conme back to ne,
but beyond the $65,000, it was not real noney.” (Janes
Loflin testinony, State Tax Appeal Board hearing, July 15,
1999) .

Montana returns were filed in 1994 and 1995. $6, 788
total |losses were reported for both years from the Roney
Pl aza on the Montana returns.

The taxpayers’ post-hearing brief outlines the history



of the appeal:

The taxpayers are residents of the State of Mntana
and tinely filed their original 1996 Inconme Tax Return with
the State of Montana. The taxpayers becane residents of
the State of Mntana during the year 1994. Prior to the
year 1994 and at all relevant tinmes prior to 1994, the
taxpayers were residents of the State of New York and South
Carol i na.

On the taxpayers’ 1996 Montana |ndividual |nconme Tax
Return, the taxpayers clainmed $232,764.00 of capital gain
on line 10 of the return from the disposition of assets of
Roney Pl aza Associates, Ltd. On line 12 of the tax return,
$162,520.00 of loss was clainmed pursuant to Form 8582.
$156, 135. 00 was as a result of Roney Plaza Associates, Ltd.
A K-1 was issued to the taxpayers and attached to the
rel evant returns.

As a result of the $232,764.00 capital gain and the
$162,520.00 clainmed on line 12 of the original return,
there was a net $70,244.00 gain as a result of the K-1
received by the taxpayer on Roney Plaza Associates, Ltd.
Upon review of that K-1, it is revealed that there is a
negative capital account at the beginning of the year of
$226,682.00 along wth mscellaneous 1osses and other

gai ns. In any event, no proceeds were received by the
taxpayers as a result of the disposition of the Roney Pl aza
Associ ates assets. As a result of the difference between

line 10, capital gains, and line 12, Schedule E, | osses,
there is resulting income of $70, 244.00.

On or about My 28, 1997, Plaintiffs’ tax attorney,
after review of the Mntana law, filed an anended return
for the State of Montana individual income tax for the year
1996. The anended return reduced the gain as a result of
the disposition of Roney Plaza Associates, Ltd. to the
extent the | osses previously taken by the taxpayers had not
reduced the Montana incone tax. This was acconplished by
conputing the anount of benefit the taxpayers had received
as a result of the |osses of Roney Plaza Associates, Ltd
agai nst Montana incone tax and subtracting that anmount from
the $70,244.00 gain as a result of the disposition of the
Roney Plaza Associ ates, Ltd. The tax benefits the
taxpayers received as a result of previous |losses in the
State of Mntana were deductions in the anmount of $1,676.00
in the year 1994 and $5,112.00 in the year 1995. The sum



of these two nunbers, $6,788.00, was subtracted from the
$70,244.00 gain, thereby resulting in a net change decrease
set forth in Colum A Iline 3, of the Anended Montana
I ndi vidual Tax Return for the year 1996 in the anount of
$63, 456. 00. This amount is the anmobunt of the gain which
was the result of |l|osses taken prior to the taxpayer
becom ng a resident of the State of Montana.

On Decenber 3, 1997, the Departnent of Revenue, |ncone
and M scellaneous Tax D vision, denied the taxpayers’
requested refund as a result of the Armended Tax Return and
this appeal ensued. . . . As a result of this change, there
is a refund due the taxpayer in the anount of $5,765. 00.

On the taxpayers’ anended 1996 Montana | ndividual
I ncone Tax Return, the taxpayers attached a statenent
setting forth the purpose and Ilegal analysis of the
position taken on the anmended return. That attachnent
stated as foll ows:
ATTACHVENT A

This anended return is being filed with the noted
changes. The reason for the change is Mntana Code
Annotated Title 15, Chapter 30, Part 1.

MCA, Section 15-30-111. Adjusted gross incone.

(2) Notw t hstanding the provisions of the Federal
I nternal Revenue Code of 1954, as |labeled or anended,
adj usted gross incone does not include the follow ng, which
are exenpt fromtaxation under this chapter:

(k) Recovery during the tax year of any anount
deducted in any prior tax year to the extent that the
recovered anount did not reduce the taxpayers’ Mntana
incone tax in the year deduct ed.

This anmendnent is a result of the K-1 from Roney Pl aza
Associ ates, Ltd. Attached hereto are copies of the Mntana
1996, 1995 and 1994 Montana | ndividual Income Tax Returns.
The taxpayers were not residents of and did not earn any
income in the State of Mntana prior to 1994. Upon review
of the 1994 Mntana Individual |Income Tax Return, it can be



determined that the tax benefit of the |limted partnership
of Roney Plaza Associates, Ltd. was $1,676.00 The tax
benefit for t he limted part ner shi p, Roney Pl aza
Associ ates, Ltd. for the year 1995 was $5,112.00. The sum
of these two ambunts is what reduced the taxpayers’ NMontana
income tax returns in previous years. The reduction that
is conputed is as foll ows:

$1, 676. 00
+ 5,112. 00
$ 6,788.00
The change to the anended return was filed as foll ows:
Li ne 10 $232, 764. 00
Li ne 12 - $162,520. 00
$ 70, 244.00

$70,244. 00 minus $6,788.00 equals $63,456.00 which is
the net change decrease set forth in Colum A, Line 3 on
t he Anended Montana | ndividual |ncone Tax return.

As a result of this change, there is a refund due the
t axpayer in the anmount of $5, 765. 00.

The taxpayers take issue with the DOR position at
hearing that the Tax Benefit Rule under Section 30-15-
111(2) (k) is strictly limted to item zed deductions. The
taxpayers argue that they received no Mntana tax benefits
from the deductions taken while they were residents of
ot her states. The taxpayers testified that they were
residents of the states of New York and South Carolina and
deducted against their state inconme tax the deductions
during the period of tinme when they were residents of those

states and, therefore, received no tax benefits during

t hose years.



DEPARTMENT OF REVENUE' S CONTENTI ONS

The taxpayers tinely filed a Mntana i ndividual
incone tax return for taxable year 1996 as full-tine
residents on April 14, 1997, reporting a tax due of $5,150.
The taxpayers noved to Mintana in 1994 from New York. An
amended Mont ana i ndi vi dual inconme tax return was
subsequently received from the Loflins on My 29, 1997.
The second return sought to recapture the 1994 and 1995 tax
benefit the taxpayer had realized from the New York-based
Roney Pl aza Associates, Ltd. Such benefits anpbunts were
applied to offset the gain they had realized from the sale
of the partnership in 1996, i.e., $232,764; (line 6,
Schedul e K-1, Roney Pl aza Associates, Ltd., c/o The Rel ated
Conmpani es, 625 Madi son Avenue, New York, NY 10022). The
| oss amounts reported attributable to the partnership had
been $156, 135. The total |l oss amount from rents,
royalties, partnerships, estates, trusts, etc., reported on
line 12 of the original 1996 return had been $162,520.
Thus, subtracting the line 12 total |losses fromthe line 10
capital gain reported on the original return yielded incone
of $70, 603.

The net effect of the amended return was to claim a
reduction of income, (Line 3, Colum A) of $63, 456. The

taxpayers assert this fairly represents the reduction in



gain resulting from the disposition of the foreign limted
partnership to the degree of |osses previously clained by
t hem whi ch had not correspondi ngly decreased Montana incone
tax. Deductions in the amount of $1,676 and $5,112 for tax
years 1994 and 1995, respectively, were clained as
representing bona fide l|losses in Mntana, and subtracted
from the capital gain previously reported of $70, 244,
resulting in the net decrease anount reported on Line 3,
Col um A. The taxpayer did not filed an anended return in
New York or South Carolina.

The DOR denied the taxpayers request for refund
cl ai med on the anended return, stating:

As a full-year resident of Mntana you were taxed

on all inconme earned in 1996, regardl ess of where
you earned it. The income from Roney Plaza
Associ at es, Ltd., IS partnership i ncone.
Partnership incone is your share of any
partnership income and deductions that IS
included in federal adjusted gross incone.
Partnership inconme is one of two types, passive
or nonpassi ve. The type of incone depends upon
whet her or not you materially participate in the
activities of the partnershinp. If the inconme is
passive, you are required to fill out Form 8582

to determne the loss you are allowed from your
passive activity. Your share of the partnership
income includes incone, capi tal gai n, and
deductions from the partnership whether or not
you actually received it

The DOR contends that the controlling statute in this

matter is Section 15-30-111 (2) (k), MCA Subsection (1)



of this statute defines Mintana adjusted gross incone as a
taxpayer’s federal adjusted gross incone as defined in
Section 62 of the Internal Revenue Code of 1954, as that
section may be |abeled or anmended, subject to specific
enunerated additions or exclusions described in the statute
itsel f.

Subsection (2) (k) states:

(2) Notw t hstanding the provisions of the federal

I nternal Revenue Code of 1954, as |abeled or anended,

adj usted gross incone does not include the follow ng

whi ch are exenpt from taxation under this chapter:

(k) the recovery during the tax year of any anount

deducted in any prior tax year to the extent that the

recovered anount did not reduce the taxpayer’s Montana
incone tax in the year deducted. (Enphasis supplied).

The DOR refers to this subsection as the “tax benefit
rule.” It contends that the phrase “anount deducted in any
previous tax year” mnust be construed to apply only the
Mont ana incone tax deductions. (The taxpayer argues that
this phrase can be construed to include prior federal
i ncone tax deductions clained by them in previous years.)
At the hearing before this Board, the DOR cited the
fol |l ow ng exanpl es:

A taxpayer’s Federal income taxes paid or
withheld from the current year wages was $10,000. |If
the taxpayer uses that $10,000 as an item zed
deduction and a refund is received from federal

governnment, that incone is reportable in the follow ng
year.

10



Al so, nedical expenses that were clained as
unrei nbursable by a taxpayer’s insurance program and

t he t axpayer subsequent |y recei ves paynent by

i nsurance conpany, this paynment 1is reportable as

!ncone jn Montana since it was clainmed as a deduction

in a prior year.

The tax benefit rule establishes that, if an anount
deducted in a prior tax year is recovered, the recovered
anopunt nust be reported to the extent that it reduced a
t axpayer’s Montana incone tax liability in the year it was
deduct ed. A taxpayer is not obligated to report any
portion of a recovered deduction that had not actually
reduced his or her Mntana incone tax in the year of the
deducti on. Conversely, any recovered anount of deduction
woul d be reported as incone in the subsequent year in which
t he paynent had been received.

In applying the tax benefit rule, the DOR has used a
two-prong test. The two conditions evident from the
statute are that the item has been deducted in a prior
year, and that it has benefited the taxpayer by reducing
his or her Mntana incone tax, i.e., a deduction had to
have been taken in Mntana and that deduction had to have
benefited the taxpayer by reducing the taxpayer’s Montana
tax obligation. The taxpayer’s returns on record net the

requirenent in the years in which he filed, 1994 and 1995.

He correctly reported his inconme and | osses the sane as he

11



did for federal purposes. However, since he was not
required to file Montana returns prior to tax year 1994, it
woul d be inproper and contrary to statute to go back and
show expenses that were not related to the year that he’'s
filing because he’'s a cash-basis taxpayer who is reporting
i ncome, | osses and deductions in the year that he’'s filing.
Since the taxpayers were not required to file Mntana
returns prior to 1994, they fail to neet the first prong of
the test. The deductions were not taken in Montana. The
taxpayers also fail to neet the second prong of the text.
Those deductions did not reduce his tax obligation in the
state of Montana.

The DOR points out that it was only after the Loflins
becanme Montana residents in 1996 that the capital gain from
the sale of the Roney Plaza Associates partnership was
reported, and subsequently sought to be reduced on an
anmended return as a result of losses incurred during those
years when they were not state residents and were not
subj ect to Montana incone tax liability.

The DOR asserts that the legislature did not intend to
sanction such an inequity that would exist should the
taxpayers be allowed to “inport” |osses from other
jurisdictions in previous years, as they are attenpting to

do in the present case.
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BOARD DI SCUSSI ON

Both parties acknow edged that the DOR has used
a two-prong test in applying the tax benefit rule under 15-
30-111 (2) (k), MCA 1) the item nust have been deducted
in a prior year and, 2) the deduction nust have benefited
the taxpayer by reducing his Mntana incone tax liability.
The record before this Board does not indicate that the
items previously deducted by the taxpayers in prior years
on their federal income tax returns reduced their Montana
l[Tability. The t axpayers have al so failed to
satisfactorily denonstrate that the phrase found in Section
15-30-111 (2) (k), MCA *“any anount deducted in any prior
tax year” includes federal inconme tax deductions clained by
them in previous years since that portion of the statute
al so specifies “to the extent that the recovered anount did
not reduce the taxpayer’s Mntana incone tax in the year
deducted.” A deduction taken on a federal return by a non-
resident during a year when no Mntana filing was required
will not neet the second prong of the tax benefit rule. The
Board finds the |anguage of the above statute to be clear
and unanbi guous in this matter.
The taxpayers assert that it would be inpossible for
t he deduction to have benefited them in Mntana because, as

non-residents, they were not required to file Mntana

13



returns during such years. The Board does not believe the
| egislative intent was to penalize persons who have paid
state incone taxes in a prior year while providing a double
tax exenption to persons who had not been Mntana incone
t axpayers. Exenptions and deductions are a matter of
| egi slative grace. |If the legislature is going to grant an

exenption or a deduction against incone, it nust be granted

explicitly. No legislative history or intent has been
offered other than the taxpayers’ interpretation of the

statute to support their view.

At the hearing before this Board, the taxpayer
acknowl edged that noney is due to sonme state, probably
Sout h Caroli na. The Board finds nmerit in the suggested
course of action by both the DOR hearing exam ner and the
revenue agent testifying at the hearing before this Board.
Montana offers a credit against taxes due in other states.
(15-30-124) The taxpayer was advised to file the New York
and South Caroline returns, incur and pay the tax liability
on the capital gain and then anmend the Mntana return again
to take the credits for taxes paid to another state.

It is this Board s conclusion that, in accordance
wth Section 15-30-111 (2) (k), the two prongs nust go
hand-in-hand in interpretation of the tax benefit rule:

the filing of the return, the taking of the deduction or

14



expense and the subsequent benefit from the expense or
deducti on. If a taxpayer recoups an anount that was
deducted in a previous tax year in Mntana, the taxpayer is
required to report the recovered anmount as incone to the
extent that the anobunt did reduce the taxpayer’s Montana
inconme tax liability.

The Board gives deference to the DOR s interpretation
of Section 15-30-111 (2) (k), MCA., a statute it is charged

with enforcing. (Christenot v. State, 272 Mnt. 396, 401,

901 P.2d 545 (1995) and Pletcher v. Mntana Departnent of

Revenue, 280 Mont. 419, 422-23,930 P.2d 656 (1996).

CONCLUSI ONS OF LAW

1. The Board has jurisdiction in this matter
pursuant to Section 15-2-201 (d), MCA

2. The controlling statute in this mtter is
Section 15-30-111 (2) (k), MCA (as cited in 1995 |aw
before anended by 1997 legislative session). The DOR has
properly denonstrated that it acted in accordance wth
statute in this matter.

3. The appeal of the taxpayers is hereby denied
and the decision of the Departnent of Revenue is hereby
af firnmed. The denial of the refund claim at issue is

af firned.

15



ORDER

IT IS THEREFORE ORDERED by the State Tax Appeal
Board of the State of Mntana that denial of the refund
claimat issue is affirned.

Dated this 27th of Septenber, 1999.

BY ORDER OF THE
STATE TAX APPEAL BQOARD

( SEAL)
GREGORY A. THORNQUI ST, Chai r man

JAN BROMWN, Menber

JERE ANN NELSON, Menber

NOTI1 CE: You are entitled to judicial review of this O der
in accordance wth Section 15-2-303(2), MCA Judi ci al
review may be obtained by filing a petition in district

court within 60 days follow ng the service of this O der.
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CERTI FI CATE OF SERVI CE

The undersigned hereby certifies that on this
27th day of Septenber, 1999, a true and correct copy of the
foregoing has been served on the parties hereto by
depositing a copy thereof in the US.  Mils, postage
prepai d, addressed to the parties as foll ows:

W Scott G een

Attorney at Law

WEST, PATTEN, BEKKEDAHL & GREEN, P.L.L.C
Suite 100, A d Chanber Buil ding

301 North 27'" Street

Billings, Montana 59101

Brenda G | ner

Tax Counsel

Ofice of Legal Affairs
Depart nent of Revenue
Sam M tchel | Buil ding
Hel ena, Montana 59620

Donna Eubank
Par al egal
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